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onfinancial corporations have increased their reliance on ex-
ternal financing since the fall of 1964, as their investment outlays
have risen faster than their internal funds. Although the bulk of
corporate funds have continued to come from internal sources,
the proportion obtained externally has risen to about one-fourth
compared with one-fifth or less in other recent years.
This moderate increase in the relative importance of external
financing has meant a large increase in the dollar volume of credit
obtained by nonfinancial corporations. Furthermore, financial cor-
porations have been borrowing substantial amounts. The security
issues of commercial banks in the first half of the year, and of other
financial corporations in the second half, added significantly to
total demand for long-term funds. All in all, borrowing by cor-
porations and noncorporate business has been the principal source
of increase in total credit demands this year.
The shift toward greater business borrowing in credit and capi-
tal markets began in the fourth quarter of 1964, when continued
growth in fixed investment was accompanied by a rise in expendi-
tures for inventories. Even though retained profits showed a sharp
increase in the first quarter of 1965 and inventory outlays declined
as the year progressed, total domestic investment in fixed assets
and inventories by nonfinancial. corporations expanded about half
again as much as the flow of internal funds over the full period
from late 1964 through the third quarter of 1965. Also, direct
investment abroad by U.S. corporations was sharply higher in the
first half of this year, adding further to demands for domestic credit.
Despite greater inflows of funds from external sources, corpora-
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Flow of funds data for nonfinancial corporate business. Figures for the external sources
shown are expressed as percentages of total funds retained from current operations and
obtained from external sources (excluding trade debt). Quarterly and 9-month percentages are
computed from seasonally adjusted data. Third quarter 1965 preliminary.
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tions have reduced their holdings of liquid assets over the past
year. This suggests that the bulk of the external financing in the
first 9 months of 1965 reflected the pressure of immediate needs
for funds and not an attempt to anticipate future needs.
The increase in corporate demands for external funds has been
met primarily through borrowing at banks. Starting in the fourth
quarter of last year and continuing through the second quarter
of 1965, such borrowing by nonfinancial corporations accounted
for twice as large a share of their external funds, and nearly 3
times as large a share of all their internal and external funds,
as it had of the much smaller totals in each of the preceding 3
years. By the second quarter, however, corporations began to bor-
row more in capital markets. Although the proportion of total
funds raised there in the third quarter was still not much larger
than a year earlier, it appears to have risen further in the current
quarter; and the proportion borrowed from banks has apparently
declined.
The manufacturing sector has been primarily responsible for
the enlarged business demands for external funds. It is here that
the rise in capital outlays and in inventory accumulation has been
the greatest. Within manufacturing, those industries that have re-
ported the largest increases in spending have generally shown the
sharpest increases in demands for external financing.
INVESTMENT _, t . , . .
The long period of expansion that has carried most measures
of economic activity to successive new highs has included sub-
stantial growth in corporate domestic outlays for physical assets.
Such investment grew by three-fifths from the start of the general
expansion through the third quarter of 1964, and it has apparently
risen another one-fifth since then. Inventory accumulation—though
moderating during 1965—has been greater than in any other re-
cent year, and outlays for plant, equipment, and commercial prop-
erties have continued to advance. Despite the substantial additions
to productive capacity, many businesses appear to be using their
facilities more intensively than is efficient, and a further substan-
tial rise in outlays for fixed assets is planned in 1966.
This year's expansion in spending on fixed assets has been un-
evenly distributed among industries. The Commerce-SEC series,
which covers domestic expenditures for new plant and equipment
by all nonfarm businesses—noncorporate as well as corporate,
shows that the sharpest increases by far have occurred in manu-
facturing. Within that major grouping the motor vehicle, nonfer-
rous metals, nonelectrical machinery, textile, chemical, and rubber
industries are all increasing their outlays by 30 per cent or more.
Together they account for $2.2 billion of the $6.9 billion total
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expansion. Outlays in the electrical machinery, paper, and petro-
leum groups, as well as in the transportation industries, also show
percentage increases that exceed the rise for industry as a whole.
On the other hand, public utilities and the commercial and mis-
cellaneous group—which includes communications—are spending
only 10 per cent more than they did in 1964; the amounts of the
increases are $0.6 and $1.5 billion, respectively. In most indus-
tries, the increases are significantly greater than those anticipated
by business only 4 months ago.
In addition to large outlays for plant and equipment and in-
ventories, nonfinancial corporations continued to channel sub-
stantial amounts, net, into the financing of customers. They also
stepped up their direct investment abroad more rapidly than in
preceding years. For nonfinancial corporations as a group, total
CHART 2
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Flow of funds data for nonfinancial corporate business. Quarterly totals at seasonally ad-
justed annual rates. Figures for the third quarter of 1965 are consistent with published
Dept. of Commerce data on gross private domestic investment and do not reflect the upward
revision in plant and equipment outlays recently reported in the Commerce-SEC survey.
Figures for the fourth quarter of 1965 are Federal Reserve estimates; the estimated third-
to-fourth-quarter change in fixed investment outlays is based on the third-to-fourth-quarter
change shown m the plant and equipment survey.
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INTERNAL FUNDS
investment in fixed assets, net trade credit, and other assets was
at a seasonally adjusted annual rate of $76 billion in the first 9
months of 1965, compared with $62 billion in 1964.
The volume of internal funds flowing to nonfinancial corpora-
tions this year has once more surpassed previous records. In the
first 9 months of 1965 retained earnings and capital consumption
allowances taken together.were 15 per cent larger than a year
earlier. Retained earnings spurted in the first quarter, then re-
mained at that level through the third quarter; meanwhile, capital
consumption allowances continued to grow. Nevertheless, as is
shown in Chart 3, outlays for physical assets have been larger
relative to internal funds than they were earlier in the current
expansion. This has been true especially for the manufacturing
sector, where outlays have risen faster and internal funds more
slowly than for industry as a whole.
CHART 3
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Flow of funds data for nonfinancial corporate business. Quar-
terly totals at seasonally adjusted annual rates. Outlays com-
prise fixed investment and change in inventories. Latest data
shown, third quarter. See also note to Chart 2.
Profits before taxes of all U.S. corporations were at a season-
ally adjusted annual rate of $73.7 billion in the first 9 months
of the year. The increase of 14 per cent in this the fifth year of
expansion was the largest year-to-year rise since 1958-59. Profits
growth in 1965 reflected both new highs in sales volume and fur-
ther increases in profit margins. The ratio of profits before taxes
to sales for manufacturing corporations exceeded 9 per cent, sea-
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sonally adjusted, in each of the first three quarters—the first time
since the mid-1950's that margins had been this high for more
than a single quarter.
The prolonged rise in profits and profit margins in the current
expansion has been unusual. In past cycles, they ceased to rise
after the first year of expansion and then began to decline. This
time, cost-price relationships have continued generally favorable,
in spite of high output-to-capacity ratios and heavy expenses con-
nected with the introduction of new plants.
Because the final instalment of the cut in Federal income tax
rates for corporations became effective at the start of 1965, corpo-
rate profits after taxes rose even more from 1964 to 1965 than
profits before taxes. Moreover, the proportion of profits paid out
in dividends has been unusually low. Although dividend payments
have reached new highs each quarter, the ratio of dividends to
profits, at an average of only 41 per cent in the January-September
period, was well below the 1964 rate and the lowest in a decade.
As a result, retained earnings in the first 9 months of 1965 were
nearly one-third above the previous record reached last year.
While expansion in this component of internal funds has been
spectacular, when measured against the already large flow in 1964,
all of the rise took place in the first quarter and there has been no
further growth since then. Indeed, undistributed profits of manu-
facturers have probably declined since the first quarter, as profits
have tended to level off and dividend payments have increased
more than in nonmanufacturing industries.
Total internal funds of corporations have risen throughout the
year, because of the continued moderate growth in capital con-
sumption allowances. But outlays in many industries have risen
more. With liquidity balances already low relative to the scale of
operations, and thus not available as a major source of temporary
financing, corporate reliance on external funds has increased.
EXTERNAL
Funds raised by nonfinancial corporations in credit and capital FINANCING
markets in the first 9 months of 1965 were at a seasonally adjusted
annual rate of more than $20 billion, nearly $7 billion more than
in the full year 1964. Most of this expansion represented increased
borrowing at banks. The net volume of funds obtained from se-
curity issues was $ 1 billion larger than last year, and financing in
the form of mortgages and other loans changed little.
During the course of the year, however, demands by nonfinan-
cial corporations for bank credit have declined and borrowing in
long-term capital markets has increased. This shift in financing
media, when combined with the financing demands of financial
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' Including fabricated metals.
' Total at weekly reporting banks.
' Including unclassified loans.
corporations and of noncorporate businesses, has had an important
effect on credit and capital markets.
Borrowing at banks. Nonfinancial corporate borrowing at banks,
which had been at a seasonally adjusted annual rate of $2 billion
in the first 9 months of 1964, rose to a rate of nearly $8 billion
in the fourth quarter and to $10 billion in the first quarter of 1965.
Borrowing by noncorporate business was also unusually large in
the first quarter—about $4 billion. A high rate of inventory accu-
mulation, the dock strike, and substantial foreign drawings, includ-
ing some on earlier commitments, were all adding to demand for
bank credit in the first quarter; commercial bank loans to non-
financial business—domestic and foreign, corporate and non-
corporate—grew at a seasonally adjusted annual rate of 26 per
cent.
Since the first quarter, and especially since midyear, growth
has been slower. Over the period April-November the annual rate
of expansion was 15 per cent. An unusually large proportion of
the expansion in business loans this year appears to have been in
term loans, which suggests that the borrowing may have been in
part for capital spending programs. This is also suggested by the
industrial composition of the borrowing.
The rapid growth in business loans outstanding at commercial
banks has been broadly distributed by industries, but over the 12
months through November, according to data for large weekly
reporting member banks, especially sharp increases occurred in
the petroleum and chemical groups, where the rise in capital out-
lays has been large, and in metal products manufacturing groups,
where funds have been needed to finance both an increase in capi-
tal outlays and, over much of the period, a build-up in steel inven-
tories. In the preceding 12 month period, loans to the chemical
group had also increased substantially, but those to each of the
other groups had increased little or had declined.
The smaller rise in loans to primary metals producers than to
other durable goods manufacturers probably reflected a combina-
tion of larger than average increases in earnings and less expansion
in capital outlays than in other durable goods industries. Loans to
public utilities showed a relatively large expansion, as these com-
panies reduced their reliance, until quite recently, on capital mar-
ket financing. In most other nonmanufacturing industries, increases
in bank loans were more moderate.
Financing in capital markets. Funds obtained by nonfinancial
corporations from sales of bonds and stocks, which totaled $5.4
billion in 1964, were at a seasonally adjusted annual rate of $6.4
billion in the first 9 months of 1965. These figures represent net
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sums raised, that is, gross offerings for new capital, refunding,
and other purposes, less all retirements of existing securities.
Total corporate activity in the capital market, as measured by
gross offerings of both nonfinancial and financial corporations,
is estimated to have exceeded $16 billion for the year as a whole,
one-sixth above last year's volume, which had been a record. Most
of the year-over-year rise occurred in the second half, when con-
tinued large flotations by manufacturing companies were aug-
mented by renewed capital market financing by other industries.
In this period total corporate offerings were nearly one-third larger
than in the corresponding period of 1964.
Security issues of manufacturing corporations were in substan-
tial volume throughout 1965. In fact, flotations in each of the
first three quarters were at least twice as high as in the same quarter
of 1964, and these companies sold a larger volume of issues in the
first 9 months of 1965 than in any full year since 1957. Since only
one large equity issue was offered, financing by manufacturers
swelled the total of both public offerings and private placements
of bonds and notes.
Three major industries—petroleum, chemicals, and motor
vehicles—accounted for nearly half of the expansion in manu-
facturing issues in the first 9 months of this year. Their flotations
were almost five times as large as last year. This large increase
reflected in part the very small volume of security financing by
petroleum companies in 1964 and also the first major issue in the
motor vehicle industry since 1955.
Four nondurable goods groups—paper, textiles, food, and
rubber—each sold roughly three times as large a volume of new
securities as in 1964 and together accounted for another fourth
of the 1964-65 increase. Most of these industries have reported
greater than average increases in outlays for plant and equipment.
Security issues by companies in other manufacturing groups, in-
cluding primary metals and machinery, were generally above a
year earlier, but the increases were much more moderate.
Public utilities, which have financed part of the moderate rise
in their plant and equipment expenditures this year by borrowing
from commercial banks, sold a smaller volume of new issues in
the first half of 1965 than a year earlier. In the July-December
period, however, their flotations have been nearly one-fourth
larger than in the corresponding period of 1964, and the issues
have consisted mostly of publicly offered bonds. Although issues
of communications companies also picked up after midyear, flo-
tations for the year as a whole have been well below the huge vol-
ume of 1964.
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In the real estate and finance group, offerings of debentures by
commercial banks were substantial in the second quarter of 1965,
and for the year as a whole they have been one-fourth greater than
in 1964. The decline in commercial bank issues after midyear was
offset to some extent by a sharp increase in notations of bonds by
finance companies; these included several large public offerings.
Sales of new equity securities this year have been larger than
in 1962 or 1963 but well below the volume sold last year, which
included two very large offerings by communications companies.
Offerings of bonds, on the other hand, totaled one-third more
than in 1964. Public offerings in particular, which had been small
in the last half of 1964 and the first quarter of this year, increased
sharply in the second quarter. They were unseasonably high
during the summer and appear to have continued large in the
fourth quarter.
The increased importance of publicly offered bond issues in the
moderately enlarged total of corporate security offerings was one
factor accounting for the general upward pressures on long-term
interest rates this year. These pressures began to appear in the
markets for corporate and municipal issues early in the spring and
then spread to other markets. Over the full period through early
December average yields on new corporate issues rose % of a
percentage point to the highest level in 5 years, and those on sea-
soned high-grade issues approached the record post-World War IT
highs reached in early 1960.
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Securities and Exchange Commission data on gross offerings in the United States by domestic
nonfinancial corporations, banks, other financial institutions (except open-end investment cos.)
and foreign corporations. Quarterly totals, without seasonal adjustment. Latest data shown,
third quarter.
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Despite record inflows of funds from both internal and external
sources, corporations have reduced their holdings of liquid assets,
and their liquidity ratios have continued to decline. By the end
of the third quarter, their holdings of cash, deposits, and U.S.
Government securities amounted to 26.6 per cent of total current
liabilities, compared with 30.4 per cent a year earlier. If the defini-
tion of liquid balances is broadened to include "other current as-
sets"—some of which may be readily marketable—the ratios be-
come about 35 and 38 per cent, respectively.
Corporate liquidity has been declining persistently for many
years; while the volume of liquid assets has risen steadily, apart
from seasonal fluctuations, total short-term debts have risen faster.
In each of the first three quarters of 1965, however, holdings of
liquid assets were smaller than a year earlier, and the year-to-year
drop in liquidity was the sharpest since 1960.
The fact that the liquidity ratio has been so much lower in 1965
than at corresponding dates in 1964 reflects, almost entirely, devel-
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Securities and Exchange Commission data for all U.S. corpo-
rations except banks, insurance companies, and savings and
loan associations. Figures are for end of quarter and are not
adjusted for seasonal variation. Liquid assets comprise cash,
deposits, and U.S. Government securities. Liquidity is measured
by the ratio of these assets to total current liabilities.
opments in the fourth quarter of last year. At that time the year-
end increase in liquid assets fell considerably short of its usual
magnitude, and the ratio of these assets to total current liabilities,
which normally rises sharply in the fourth quarter, showed almost
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The smallness of the addition to liquid asset holdings at the end
of 1964 suggests that corporations, especially those faced with
continued large needs for funds to finance inventory and capital
outlays, were more pressed for cash than they had been earlier,
and this may have contributed to the heavy borrowing this year.
Even so, liquidity balances of corporations as a group have re-
mained below earlier levels.
At the end of the third quarter of 1965 aggregate corporate
holdings of cash, deposits, and U.S. Government securities were
$2.6 billion smaller than a year earlier. One-third of the decline
occurred in the communications group and probably represented
the use of proceeds of previous capital market financing. Most
of the remainder reflected large reductions in holdings by the
petroleum, motor vehicle, and electrical machinery industries and
smaller reductions in almost every other major manufacturing
industry.
The persistent decline in corporate liquidity throughout the
postwar period has reflected, to a considerable extent, successful
efforts by corporations to manage their financial resources more
efficiently. But as liquidity ratios continue, quarter after quarter,
to reach new lows for the time of year, corporations have less
leeway not only for further economizing on cash but also for
drawing down liquid assets as an alternative to raising funds in
credit and capital markets. If internal funds continue to grow more
slowly than planned outlays, corporations can be expected to rely
more heavily on external financing.
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